How to Determine Ratios 


Determining Profit in a Small Business 

In small businesses the financial term that you should be concerned with is the 
"Owner Benefit". This figure represents the amount of cash you will have available 
after you buy a business to pay any loans associated with the purchase, to pay 
yourself a salary, and to grow the business (assuming all things remain the same 
after you take over). On websites or seller forms, you may see this term referred to 
as Owner Benefit, Seller’s Cash Flow, Seller’s Discretionary Earnings, Adjusted 
Income, and a few other variations. The important issue is to learn exactly what is 
included in this figure. 


• Owner Benefit 

The precise formula for computing Owner Benefit is: 

Owner Benefit = Net Income (taken off the tax return) + Owner Salary + Owner 
Perks + Depreciation + Interest LESS An Allocation for Future Capital 
Expenditures (such as replacing equipment) 

As you review potential business, you will want to be able to compare them. To do 
this, here are some key ratios to consider. 


• ‘Owner Benefit to Revenue’ Ratio 

This determines the Owner Benefit figure as a percentage of the company's sales. 
The greater the percentage the better (when you go to compare multiple similar 
businesses). 

To calculate this, divide the company's annual Owner Benefit by the Revenue 
(revenue meaning the business’s annual income, or annual sales). 

The formula is: 

% of Owner Benefit to Revenue = Owner Benefit + Revenue 
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If the Revenues are $600,000 per year and Owner Benefit is $100,000, the 
calculation will be: 

$100,000 + $600,000 = 16.6%. 

This means that for every $100 of Revenue, there is $16.60 of Owner Benefit. 

• ‘Return on Cash Investment’ Ratio 


This determines the return you can expect to achieve on the cash you invest as a 
down payment to buy the business after you pay off any loans related to buying 
the business. 

To obtain this percentage you will need to know your Cash Down Payment, Owner 
Benefit and the Annual Loan Payment. 

The formula is: 

% of Return on Cash Investment = ( Owner Benefit - Annual Loan Payment) + 
Down Payment 

For example, the business has $100,000 in Owner Benefit. You purchase the 
business for $240,000 and put down $80,000. The average annual loan payment 
is $40,000. 

The calculation is: 

($100,000 - $40,000 = $60,000) + $80,000 = 75% 

In other words, you put down $80,000 and are getting back $60,000. This means 
you are achieving a 75% return on your cash investment. 


• Asking Price as a Multiple of Owner Benefit 

Using the Multiple Method is generally the most appropriate formula for valuing a 
business. 

The formula is: 

Asking Price as a Multiple of Owner Benefit = Asking Price + Owner Benefit 
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If the Asking Price is $280,000 and the Owner Benefit is $100,000 the calculation 
is: 

$280,000 -s- $100,000 = 2.8 times multiple 

In this example, the Asking Price would be 2.8 times what you would be making in 
Owner Benefit if you were to purchase that business. 

• ‘Down Payment to Asking Price’ Ratio 

This ratio identifies your Cash Down Payment as a percentage of the Asking Price. 
The formula is: 

Down Payment to Asking Price % = Cash Down Payment + Asking Price 

Using an $80,000 Cash Down Payment and a $280,000 Asking Price, the 
calculation is: 

$80,000 + $280,000 = 28.6% 

In the example, this means your Cash Down Payment was 28.6% of the Asking 
Price. 
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